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District Counsel, Manhattan DA:lAL
ATTH. Carnen baerga

]

ferT"*Director, Tax Litigaticn Division CC:7

ii'LlCa;lon of tne NI .- - I

Couwodity Stradule Cases in lanhattan District Counsel

Thig nenolandlic fesponui to youl rewuest for technaical alvice

of Lovenbers 20, 1687, with respect to the Issues we.cw. ile
understand that all of your —partne;js' stracule

cases Lre in suspenued status,

1, JSlhether there is an "investment Danker excepticn” unuacr
section 10% of tne Taxz RNeifora Act of 1084, ac a.enced by section
1508(d) of the Tax Reform Act of 1806, tnat would appry to the

I cooocity stradile cises,
2. wnether the N . . -
o

any transactions found not to have occurredé on an
wihicu are otherwise questionabie.

3. Whether the would appLy to
- individual trades of the partners of i.B.,

trades done by or on the account ¢ thie partners &5 indivicua.s

end not dy or en the account of tie [IIGNGNGNGEGEGEGEGEGEGE - hcroci.
o

1. 7Theye is not an investment banker exception that would
ausply to the | NG s:::2cc.c cases. Kowever, there :s

Iy
an exception availablie for stradcule transactions by certain
"securities trading firus"--the

-that may apply to all or some ¢i the |GGG

stradale  transactions,

2. The results from policy
concerns and litication hazards that cecrease when the bone f:ide
nature of the transactions is guestionable. Therefore, the
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'excegtxon snou;u not apyiy to any transactions that did not cecur

on & donestic’ exchange, or weéte in vioiation of the rules cof the

dopestic exchiange where they occuried, or to whiech there are any

guestions &as te their bona fiue nature.

3. The I if otherwise available,

applies only to the trades executeu by or on the account ¢f tihe
securities trading firw, Ixe;e* and does not.
.apply to the individual tradiny of 1ts partners.

- oo

[rﬂng 1 .

Qur oiffice nuas recognizeu thet there 1s a so=-caiieu _
whicu Ccouid apply to straddie iosses cffecteu
oy section 108, In d.wcussing thiy rssue, we first need to
ciaviry what cur positlon 15 a& to the source oL tiie excegiion.

Seccivn l0t{a), as anended by section 1008(u) ¢Z thne Tun
Refcri Act of 15806, alicowo pre=LRTA stradulie io0sges only i
"incurseu Wn @ trade Of business, Or ., . inCUrred in &
tiancaction eﬂtered nte £or pocofit though not cennected wicth a
trade or Dusiness. Thws Lfoliowe the ianguage of ILE,.C.
sections 185(c) (1) and 165(¢)(z). Pricr to the tecihnicas
amenduents of 1986, section 108(a) alicwed any ioss from a
stracddle position if the position was "part of a transaction
entered into for profsit," Section 106(b}, ars0 as anendec,

provides o per ce tule that "any 10gs incurreu wy 2 commel:ities

dea.er f[as derfinec in section 108(f)] shall be treateu as a lcss
incurred 1n a trocae or ousiness.™ Tals uﬁskenses with the
petitioner's ourven of having te prove under section 10&8(a) that
thie losses were incurred in a Srade Or DuUsSiness or in & transac-
tion entered into for profit.

The iec¢lisiative Listory to the 1985 technical amendments
pLOVidues, 1n paLrc:

l. The for-profit standard means primariiy for profit.
1681 L, ilo. 85-2766 (10th Cir., Jan. 1ll, 15&¢),

rev'e, 64 T.C. Bz7 (1985); Glags v. Comuissioper, 87 T.C. 1G6u7 (1957).

2 as more ful.y exp-ained ih the nmemorandum attacnea as
Exhibit A, the per se ruie is availabie oniy to individuals, out
may benefit paltners who come within the uef;nltlon of "ceocamou-
ities deaijer," with respect to those partners' distributivec share

of straodle 1¢ssS€s.
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The conference agreéient follows the liouse
bili. Under the statute as clarifiec by tne
technlcai correCt on, : AT}

, ;o If & person yuazifies as a
COndOditieS aezler, the subsection (b) treatment
appiles with respect to any-positicn uisposew of Ly
sucn person. It woule, fOr eXaudp-€, apyply without
regaiu to whetner trie position was 'un @ CUmaOULtY
regu¢arly traded by the person, whether it was
tradcu on an enchange on wuichh the wealer was a
nenbesr, or wagtiher an iuentical positionh waL re-
estaoiished on thc laae tfau;na Gay ¢r suoseguent-
+Y. The conferees arno witgh to clarxiy taav 1L an
indivigual owns & seat on a comuou;tieg eucnanye,
such *DL‘V¢uUQ_ Wili pe treated as & Mmoo¢t1e~

.. Conf. Rep. io. 85-041, °%th Conc., 2d Segs, II-E45 (186&C},
repripteu in 19¢5-3 C.3. voi. 4 645 (emphasis acuea),

n i

Tt iu our position that tihe souirce of the
is the "securities tracing firm" ianguage.in the last
two sentences of this legisiative history and not the "investment
banking" language. One prob.ien with the latter is the iack cf
criteria in oetermlnlno whetner a "taxpayer" was in the "business
¢f investwent banking."

e point out that the exception is independaent of 'tiue per se
ruie uncer section 108(b), The exception results from poiicy
concerns and a recognition of the iitigation hazards that certain
securities trading firms couia prove under section l0E(a) that
their commodity stradulie losses were incurred in & trade or
business, in licit of the l1egigcrtative history above. Attacned as

3 The use of the term "taxpayer" coulé arguably exciude
partnership. 8ee I.R.C. section 7701(a)(14).

a
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Bxhibit A 1z a8 copy of a technical advice wenmorandumn t¢ your
office more  fully discussing the —and
reyuirements that must be net before the exception applies. The
requivenents are: :

(1) Tue transactions were wona ride .n that they were ncg
factual suans, f.e., fake or fictiticus, or they woie
not shams in suLLstEnce, (.8, plearranyed scieLy LG
acaleve tax=-avoiuance cbjevcives; -

(2) The transactions were exccutew on a duomestic eucuange
witiiin tie rures of that encnance, even i the uhai
1S5U2 15 DOL deveiopea;

(3) 7The firuw wes in the traue ol pusiness of tirading securi-
ties; '

(4) The firm was hot a syndicate as uefinec in I.R.C,
sectiun 1253(e){3)(B); and

(5)

Tne firm aiso reguiarly traded commoditiei in connection
with 1ts bus:zness of trading securities.

Ac meire fully Giscussed in Bxhibit A, securities trading
firi, as useu in the legisiative nicstory, means an entity in cue
trace or business of trading securities for its own account.

Gl tainiy N was a securlties trading firm, and zc

DéL apporentiy been assuied uY M0SE LeOpi€ Ci0SELY LiNVOULIVEL Will
section 10€ that would be considered to have
been & securities trading firm that regulsariy traded commoditie:

wt
in connection witihh 1ts busineys as contemplateu by the avove
uoted regisiative history. In fact, a arently_
B Thc:cfore, unicos the
informaticn yvou have concernaing your particular Cases incicates
stnerv:se, IR - 0., ¢ be consiere¢ to have Leen a
securities tracany firm that reguiar.y tradeu commcaities in
connhection with ite business under reguirementes (3) and (5)

above.

With respect to the fourtn reyuirement, 1t 1s our unuerstanu-
ing that was not a synuicate as agiined in
I.E.C. section 1z35(e)(3) (). Sge sectioen 10&8(h). This WoULd

4 [Cxnibit A sets out factors to use in determining wuetaer
the firaw recujariy traded comunoaities.

5 Ssection 108(h), also as amended, generally preciudes
partners in a synaicate, uniess they are commccities dealers,
froin recognizing their distributive share of iosses, at least &s
being considered incurred in & trade or business. Based on this,
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need to be confirmed, however. Purthermore, we do not know
whether there are any partners who themselves may be considered
to have been syndicates. Our office has not taken a position on
the effect of section 108(h) on the allowability of straddle
losses passed through from a nonsyndicate to a partner who itself
was a syndicate. If you have any partners who were syndicates,
this issue would need to be addresced.

.il asl]g a fa .

It is our position that the *does
not apply to transactions not done on an exchange or which are
otherwise gquestionable. -Two of the requirements set out above -
are that the transactions were bona fide, i,e.,, not factual or
prearranged shams, and were executed on a domestic exchange
within the rules of that exchange, even if the sham issue is not
developed. These requirements mirror the prohibition on the
application of the section 108(b) per se rule when the
transactions were "fictitious, prearranged, or otherwise in
violation of the rules of the exchange."™ H.R. Rep. No. 99-426,
99th Cong., lst Sess. 911 (1985), reprinted in 1986-3 C.B. vol. 2

911; King v, Commissioner, 87 T.C. 1213, 1219 n.8 (1986).

In this regard, we recently reviewed an issue in a refund

case of a partner
and pointed out to e Department of Justice

that some of the testimony of a* an employee
of the firm-Jl--that apparently did at least some of the
commodities trading for “ .suggested an issue of
whether the transactions were bona fide. © hs :
testimony of + taken by the Service during the
audit of ncluded testimony that M used the
after-hours session for trades and suggested
that Il did not use the prices at the closing of the day's
trading session, i.e., exchange-day "settlement prices.” The
issue W}( this testimony is whether the transactions, to
which s testimony relates, were prearranged golely (as
opposed to only incidentally or even primarily) for tax-avoidance

it is our position that the exception should alsoc not apply with
respect to syndicates.

© This was in review of a letter sent from your office,

and we have enclosed a copy of the revised letter (Exhibit B) and
your legal file which contains excerpts of i‘s

testimony.
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purposes, to be determined in a manner consistent with the
analysis used in DeMartino v. Commissioner, T.C. Memo., 1986-263,
modified, 89 T.C. 583 (1987).

In DeMarfine the Court found that the transactions, actually
executed on an exchange but in violation of the rules of that
exchange, were prearranged shams. See alsgc Glass v.

- Commissioner, 87 T.C. 1087 (1986) (while the transactions in

Glass were more abusive than those in ReMartino, the Court used a
prearranged sham analysis in finding that the transactions were
not bona fide, while assuming, but n9t deciding, that the
transactions were not factual shams ).

We cannot be sure at this time of the import of _s
testimony with respect to your cases. It could very well be, as
argued by the representative in the Il case, that the exchange
rules allowed for the trades to be conducted in this manner, as
was the case in 8mith v. Commissioner, 78 T.C. 350 (1982)., 1If
s0, the trades could be deemed to have occurred on the exchange,
within the rules. Even in this event, however, as more fully
discussed below, such trading practices present an issue
concerning the measurement of the losses.

In any event, if the petitioners cannot convince you that the
transactions were completely bona fide, the exception should not
apply to those transactions, As we have pointed out, the
exception results from policy concerns and a recognition of
litigation hazards that certain securities trading firms should
be given deference by the government, and could be given
deference by the courts, pursuant to the legislative history
above. This is true even though the petitioners might not could
prove that the straddle transactions were an inteqral part of the
firm's trade or business. If the transactions are gquestionable
as to their bona fide nature, these concerns and hazards
decrease. In this regard, any transactions to which | EEEN -
testimony may relate may be sufficiently questionable as to their
bona fide nature not to warrant full concession of those
particular losses, even if the transactions were technically done
within the rules of the exchange. 1If done in violation of the
rules, the exception clearly would not apply.

7. We cannot conclude as to whether or not there are any
transactions in guestion to which there would be an issue of
factual sham. §See, e.g., Ereytag v, Commissioner, 89 T.C., No. 60
(October 21, 1987); Price v, Commissioner, 88 T.C., 860 (1987);
Brown v. Commissioner, 85 T.C. 968 (1985); Forseth v, |
Commissioner, 85 T.C. 127 (1985). §8ee also Glass, gupra (it is
still our contention that the transactions in Glass were also
factual shams).
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If you have transactions that were clearly executed off an
exchange or on a foreign exchange, it is our position that the
exception does-not apply even without inguiring as to their bona
fide nature. This position is similar to the position we have

4aken with respect to the section 108(b) per se rule and results

from the abusive nature of most of these types of transactions.

We point out that, even if the exception is not available,
the cases may be settled under the Administrative Disposition of
Commodity Cases {memorandum dated February 24, 1987). The
commodity inatiative generally has two settlement positions for
nondealers. The positions are based on whether the
transactions were on or off the market. For these purposes,
transactions that were done on an exchange but in violation of
the rules of that exchange should be treated as off-the-market
transactions. Furthermore, if the sham argument is or can be
developed, the particular transactions to which the sham argument
relates should not be settled under the initiative.

As a final note under this issue, we took the sition in the
letter to the Department of Justice that mny
that Pl used the after-hours session for

trades and suggesting that exchange-day settlement prices were
not used indicated that there was an issue as to the correct
bases and amounts realized to be used in the measurement of the
amount of straddle losses. This issue was discussed in Smith v,
Gommissioner, supra,. The Court essentially held that in such
instances the bases should be equal to the settlement prices on
the day the legs were acquired and the amounts realized should be
equal to the settlement prices on the day of disposition of the
legs.

In this regard, the representative in the [l case arqued
that section 108 overruled this part of the Smifh opinion and
that the losses should be allowed as reported. Section 108 does
not deal with measurement of straddle losses, only the
allowability; it did not affect this portion of Smith. 1In fact,
no part of the opinion was affected by section 108, Millerx,

supra; Glass, supra.

8“ Dealer in this context is limited to those
individuals meeting the definition of "commodities dealer"™ under

section 108(f), as amended. Any argument that

was a dealer in commodities should be treated essentially as an

argument that the applies unless it .
could be proven that was indeed a "dealer" in

commodities or was in the "trade or business" of trading
commodities per se as those terms are understood under general
tax principles.




its partners:

Issue 3

The legislative histor uoted above is authority for the
proposition that the HNNNEENNNNNNN i otherwise
available, would apply only to the trades executed by or on the
account of #

and not to the individual trading of

Further, if a trading firm also regularly
trades commodities in connection with its
business, then the commodities trading will be
deemed to be part of its trade or business.
The latter rule applies only to the securities

trading firm itself; it does not apply to
gseparate individual trading of its partners,
principals. Qr emplovees, nor to partnerships

or other organizations formed for the purpose
of marketing tax straddles.

H.R., Conf. Rep. No. 99~841, gypra (emphasis added).

The losses from the individual trading may, however, be
subject to settlement under the commodity initiative.

If you have any questions or need any further assistance,
please contact Ted Sanderson on (FTS) 566-3233.

MARLENE GROSS

MZ H}\ﬂ}&m/

KATHLEEN E. WHATLEY d
Chief, Tax Shelter Branch

Attachments:
As stated.



